This study investigates the impact of corporate diversification on the value of firms listed at the Nairobi Securities Exchange (NSE). Panel regression techniques were used as the estimation methods. The overall findings of the study where somewhat mixed. The study finds that industrial diversification reduces firm value, but geographical diversification does not have a significant impact on firm value. When examining each industry individually, the study established that industrial diversification enhanced firm value in the agricultural industry but did not significantly influence firm value in the other industries.
INTRODUCTION
Corporate diversification has been one of the central themes for research studies in disciplines such as finance, strategic management and industrial organization. Most researchers have sought to understand the effect of corporate diversification on firm value since the revelation by Berger and Ofek (1995) and, Lang and Stulz (1994) , that diversified firms trade at a discount of about 13 to 15% as compared to focused firms.
Despite the findings negatively linking diversification to firm value, a large number of companies across the globe continue to engage in diversification activities mainly through mergers, acquisitions, development of new product lines or opening of new businesses across international borders (Martin and Sayrak, 2003) . This global diversification has been spurred by various factors such as saturated domestic markets and a quest to secure bigger market shares globally. International diversification has become an important business growth strategy (Denis et al., 2002; Lee, 2013) .
More recently, some newer studies have challenged the negative relationship between diversification and firm value. These studies question the interpretation of previous studies and their validity as a whole. For instance, Kuppuswamy and Villalonga (2010) and Elif (2015) found that diversified firms are valued at a premium compared to focused firms.
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Authors agree that this article remain permanently open access under the terms of the Creative Commons Attribution License 4.0 International License who show that diversification, whether industrial or international has costs and benefits, and the whether the value of the firm is increased or reduced depends on these costs and benefits. These recent findings clearly highlight the divergent views that exist regarding corporate diversification and its relationship with firm value. To date, no consensus has been reached as to whether diversification creates or destroys firm value. This has made diversification one of the most controversial strategic decisions that firms have had to make as they work towards maximizing their shareholders value.
It should be noted that majority of the available literature is focused on the U.S. and European markets. A few studies have also been done on Asian markets for example the study of Denis et al. (2002) and Markus and Ingo (2008) . In emerging markets such as India, Hong Kong, Indonesia, Malaysia and South Korea the few studies that have been undertaken have yielded the same puzzling results as those in developed countries (Lins and Servaes, 2002) . However, there is not much research on diversification in frontier markets such as Kenya.
In recent times, Kenya has witnessed an influx of foreign investors and as a result, this has raised competition among local firms. This surge of investors has mainly been attributed to the performance and growth of the Nairobi Security Exchange (NSE) as well as changes in economic policies (Satchu, 2007) . As a result, Kenyan firms have embraced geographical and industrial diversification as vital business growth strategies. Recent statistics support this view as evidenced by Kenya"s foreign direct investments outflows increasing by 26.8% from 27,992 million shillings in 2007 to 38,799 million shillings, in 2008 (Kenya National Bureau of Statistics, 2013 . This increase in foreign investments is indicative of Kenya"s growing contribution to global trade as well as her desire to secure new markets beyond her borders.
With most of the literature on corporate diversification focused on developed markets, any conclusions made in previous studies cannot be easily applied to frontier markets like Kenya. As Lee and Hooy (2012) discuss, this is mainly because economic conditions, capital markets and ownership structures of firms in frontier markets are remarkably different, making the costs and benefits the firms encounter different. Given the dearth in corporate diversification literature focusing on frontier markets, this paper sought to establish the impact of corporate diversification on the value of firms listed at the NSE to help plug the gap.
The objectives of this study were: firstly, to determine if geographical and industrial diversification affect the value of firms listed at the NSE. Secondly, to investigate whether geographical and industrial diversification affected different industries in Kenya based on the domestic classification of industries by the NSE. The motivation behind this was inspired by Lee and Hooy (2012) who argue that different industries within the same country face varied levels of competition and legal environments. As such, the industries are bound to respond differently to diversification. The third objective, was to establish the nature of the relationship between diversification and the value of firms listed at the NSE.
Given the various costs and benefits associated with diversification in the available literature, some studies (Capar and Kotabe, 2003; Gomes and Ramaswamy, 1999; Palich et al., 2000) , found out that there is a curvilinear relationship between diversification and firm value. Jensen (1986) posits that diversification into different industries is more likely to result in losses unlike other strategies such as takeovers or expansion into the same line of business. Coincidentally, many studies carried out have shown that corporate diversification indeed destroys value. Some of the renowned studies that indicate a negative relationship between diversification and firm value include Berger and Ofek (1995) , Lang and Stulz (1994) , and Servaes (1996) .
LITERATURE REVIEW
These studies show that diversified firms trade at a discount of about 13 to 15% compared to focused firms. Even so, recent business growth strategies, specifically diversifying mergers and acquisitions reached record breaking levels with the total dollar value of global mergers hitting the US$ 2.3 trillion mark in 1999 (Martin and Sayrak, 2003) .
If indeed past studies show that diversification destroys value, why have firms continued to engage in it? Presumably, there are many benefits a firm can achieve if it decides to diversify. For instance, Lee (2013) notes that many organizations from around the world are venturing into international markets in the current globalization era so as to access large and growing non-local markets due to the maturity, saturation and intense competition in local markets. Villalonga (2000) also asserts that firms usually diversify in order to acquire market power and undertake reciprocal buying with other big companies so as to drive smaller firms out of business. Diversified firms also have the option of using extra funds generated by a profitable business unit to support aggressive pricing strategies in the other divisions. In addition, firms can also create internal capital markets through diversification which offer a cheaper source of funds than external sources because the company does not have to bear transaction costs such as those that are linked to the sale of securities to the general public (Martin and Sayrak, 2003) .
Conversely, diversification is also linked to negative consequences such as agency costs. Agency problems can come about when managers entrench themselves in the organization by adopting diversification strategies that overlap with their skill (Garcia et al., 2013) .
Inefficient operation of internal capital markets are another drawback of diversification. As Berger and Ofek (1995) point out, inefficient cross-subsidization and overinvestment among the divisions are issues that diversified firms encounter. This happens when poorly performing divisions are funded using profits from well performing divisions or when excess funds are allocated to a particular segment while the rest are ignored. Information asymmetries are yet another cost of diversification. As Hoskisson and Hitt (1988) note, executives might not be able to evaluate all information provided by strategically different divisions and as such, this may lead to a reduced understanding of the divisions.
Theoretical framework on diversification
The three most discussed theories on why firms choose to diversify and why diversification destroys value are, agency theory, internal capital markets theory and resource-based theory. According to Namazi (2013), agency problems occur within the modern corporation in which share ownership is spread out and managerial action often departs from the wishes of the stockholders. Consequently, managers undertake diversification strategies even though they might significantly decrease shareholder wealth.
In the same way, Oijen and Hendrikse (2002) note that managers tend to withhold free cash flows from the shareholders opting to instead spend the funds on various diversification projects so as to build empires, get pay raises and reduce personal unemployment risk.
Though internal capital markets are a source of cheap funds, inefficient internal capital markets have been credited to be the cause of the diversification discount. For instance, Scharfstein and Stein (2000) point out that inefficient cross subsidization could occur when an excess amount of resources are allocated to one division while less than required is provided to another. In a similar fashion, Lamont and Polk (2002) indicate that diversified firms could invest inefficiently by spending excess funds on poorly performing divisions and little on good divisions.
The resource-based theory provides a basis for understanding how organizations develop scarce, valuable, difficult-to-imitate, and non-substitutable resources that may allow them to earn economic rents and provide resource barriers to competition (Mills et al., 2003) .
According to Garcia et al. (2013) , firms will engage in diversification if they have an abundance of resources that can easily be assigned to the various business lines and for which market imperfections exist. The resources must however be scarce, valuable and inimitable. Nonetheless, diversification can become inefficient if the resources utilized by one division of the firm are of little or no use in the other business lines that the firm operates.
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Diversification and the curvilinear model
Studies undertaken to investigate the relationship between industrial diversification and firm value have argued that a curvilinear relationship exists between the two. As such, these findings postulate that firms that undertake a small amount of diversification will perform better than those that remain focused (Palich et al., 2000) . In a similar way, it has been shown that geographical diversification exhibits a curvilinear relationship with the firm value. Some of the studies that proffer this connection (Lu and Beamish, 2001) argue that the connection between geographical diversification and firm value is captured by an inverted U-shape. The U-shape implies that an increase in geographical diversification enhances performance up to a certain breakpoint after which the negative effects of geographical diversification such as different cultures, trade laws, currency fluctuations or agency costs outweigh the benefits and the firm"s performance and value drops.
Supporting the U-shape relationship, Capar and Kotabe (2003) and Ruigrok and Wagner (20030 state that initially, geographical diversification is linked to declining value because firms lack the experience and skills to successfully operate when they first venture into new foreign markets. With time though, the firms can learn how to successfully navigate in the new markets and therefore profitably increase performance.
Developing the U-shaped model further, Lu and Beamish (2004) posit that firm performance declines once again at high levels of geographical diversification due to an increase in governance and coordination costs resulting in a horizontal S-curve.
METHODOLOGY Tobin's Q
Since the study carried out by Lang and Stulz (1994) , Tobin"s Q has been the most popular measure of firm performance and value. It is expressed as the ratio between the present value of future cash flows and the replacement costs of the physical assets. Later studies, however, employed surrogate measures of Tobin"s Q in order to adapt to the available data in emerging economies such as the studies by Priya and Shanmughan (2011) that analysed firms in India, and Ongore (2011) that studied firms in Kenya.
In this study, the techniques developed by Khanna and Palepu (2000) and Zhang (2011) to calculate Tobin"s Q (TQ) was used. The simplified version of TQ was calculated as the sum of the market value of equity plus the book value of total debt plus preference shares and this was divided by the value of total assets.
The sample chosen for this study was companies that were listed at the NSE for the period 2006 to 2011, excluding all companies that operate in the finance, real estate and insurance industries. This elimination process was consistent with previous studies and is recommended because the calculation of some control variables entails using sales figures which are ambiguous for firms in these industries.
In addition, firms with more than two years of missing data were eliminated (Priya and Shanmughan, 2011) . This resulted in a final list of 38 firms, divided into various industry segments. The study used data from the financial statements that listed companies submit to the NSE annually.
Baseline model
To test for the effects of diversification on the value of firms, determinants that could potentially affect a company"s TQ, were all considered. These control variables which included leverage, firm size, profitability, and growth opportunities have been utilized extensively in previous research on corporate diversification, such as Zhang (2011), Nazarova (2015) , and Volkov and Smith (2015) . The model aforementioned was empirically estimated by running the following regression:
(1) Where:
i and t are the firm and time dimensions of the data, α and β are coefficients and ε is the error term, LnTA is the log of total assets used to represent firm size, EbitSales is the Earnings before interest and taxes-sales ratio, used as a proxy for firm profitability, CapexSales is the capital expenditure-sales ratio used to measure growth opportunities, Lev is the ratio of total debt to total assets used to represent firm leverage, DGeographical is the geographical diversification dummy, set to 1 if the firm is geographically diversified, and 0 otherwise.
DIndustrial is the industrial diversification dummy, set to 1 if the firm is industrially diversified, and 0 otherwise.
Robustness check
Building on this baseline model, ownership structure variables were included as independent variables to perform robustness checks. This is in line with studies such as Fauver, et al. (2004) , and Nazarova (2015) . Three dummy variables were also included to indicate the extent of ownership concentration by local banks, individuals and foreign entities (both individuals and companies). The dummy variables were added to the baseline model to yield equation (2) as follows:
(2)
The dummy variable "banks" is set to 1 if a bank held at least 5% of a firm"s shares, and set to 0 otherwise. The dummy variable "individuals" is set to 1 if an individual held at least 5% of a firm"s shares and is set to 0 otherwise and in a similar way, the dummy variable "foreign" is set to 1 if a foreign entity owned at least 5% of the shares and is set to zero otherwise.
To investigate whether geographical and industrial diversification affected different industries in Kenya based on the domestic classification, the following regression model was tested:
(3)
Where: All variables are as explained earlier and Industries is the number count of business units that the firm operated in, Geographies is number count of countries that the firm operated in. To investigate the study third objective, we ran the following regression:
Where:
All variables are as explained above and Industries 2 is the square of industries, Geographies 2 is the square of geographies.
RESULTS AND DISCUSSION
Summary of descriptive statistics
It is worth noting that the sample size of 38 firms that we used was remarkably smaller compared to other studies carried out in developed as well as in emerging markets. For instance, Lee (2013) focused on Malaysia, and had 267 firms while Khanna and Palepu (2000) used 1309 firms in India. Using firm data from 2006 to 2011, the study sample yielded an unbalanced panel with 221 firmyears. The mean and standard deviation of various variables from the total sample are shown in Table 1 .
Following previous studies such as Lee (2013) , the companies were categorized into four groups based on industrial and geographical diversification. For this study, geographical diversification was taken as the degree to which companies possessed or controlled product-related activities in different countries as put forward by Kreye (2007) . Firms that purely exported products were not regarded as geographically diversified since they did not own foreign assets. Industrial diversification was taken as the degree to which companies were concurrently active in a variety of different business units (Jang et al., 2005) . single-industry/geographical, multi-industry/domestic, multi-industry/geographical. The results show that singleindustry/domestic firms have the highest mean Tobin"s Q (x = 0.65). This figure is, however, smaller than what other studies have reported.
For instance, Khanna and Palepu (2000) and Zhang (2011) both reported TQ"s greater than 1. Multiindustry/domestic firms reported the lowest mean Tobin"s Q (x = -0.138) showing that industrially diversified firms that were focused on the Kenyan market were generally valued lower than firms in the other categories. This finding was different from the study done by Lee (2013) which discovered that multi-industry/domestic firms were the most valued companies in Malaysia. Interestingly, multi-industry/geographical firms posted the lowest mean values of capital, sales and total assets.
Regression results
The standard panel regression techniques were used as the estimation method. In all the regression model, unobservable fixed firm-specific and firm-invariant timespecific effects were accounted for. Table 3 presents the regression results of a few restricted variations of model (1). The results are reported based on robust standard errors that control for heteroscedasticity and serial correlation.
Starting with model 1A, only four control variables were included in the regression. The results showed that the only variable that was statistically significant was "LnAssets" which was used as a proxy for firm size. The R 2 of the model was 0.7619. Next, the industrial dummy variable was added and this yielded the results shown in model 1B. Finally, both the industrial and geographical dummy variables were included in the regression and this yielded the results shown in model 1C. Just as before, the only statistically significant variable was "LnAssets". Even so, it was noteworthy that the industrial and geographical diversification dummy variables in model 1C were both negative which implies that diversification and firm value are inversely related. This is in line with previous studies such as Bernado et al. (2000) and Graham et al. (2002) , which found a negative relationship between diversification and firm value. Table 4 reports the results for model (2) in which we control for ownership structure of the firms. Starting with model (2A), only the "individuals" dummy variable was included. Once again, only "LnAssets" was statistically significant. Moving to model (2B), "banks" dummy variable was included in the regression and finally the "foreign" dummy variable in model (2C). Interestingly, the industrial diversification dummy (coefficient -0.4254) is now significant at the .05 level, showing that firm value would decrease by -0.4254 units for every additional industry that a firm diversified into. This finding was similar to numerous others studies such as Lee (2013) who found that industrial diversification lowered the value of firms.
In Table 5 , the results for the six industries classified by the NSE, are presented. In this study, any industry that had less than three companies was re-assigned to the closest related industry group following the technique employed by Kreye (2007) who analyzed German firms. As such, the Telecommunications and Technology industry only had two companies and these were reassigned to the Commercial and Services industry. Given the study small sample, the number of observations in each industry ranged from 24 to 51 firm years.
The results show that the industrial diversification variable is statistically significant at the 0.05 level in the agricultural industry. This means the value of companies in the agricultural industry increases by 0.1685 units for every additional industry that they diversified into. Neither the geographical nor industrial diversification variables is significant in the other industries. The results also indicate that company size is significantly negative with firm value in the agricultural, commercial, construction and energy industries; implying that firms in these industries might trade a discount as the firms become bigger. This result is contrary to our expectations that firms with greater growth opportunities would lead to higher value. Next, Table 6 presents the results for model (4) that establishes the nature of the relationship between diversification and firm value. The results indicate that firm size is significantly negative with firm value in all three variations of model (3). This finding is similar to what was reported in model (2). The geographical and industrial diversification variables were, however, not statistically significant at the 0.05 level, meaning that the nature of the relationship between firm value and both geographical and industrial diversification is best captured in a linear format.
Summary of key findings
(1) Firm ownership structure has an effect on the value of firms. By including different ownership structures into the various regression models, F-statistic values were statistically significant which meant that all the variables combined significantly predicted the value of the firms.
(2) Tobin"s Q is negatively correlated with the total number of assets that firms have. The correlation coefficient between Tobin"s Q and "LnAssets" was found to be -0.1312. Furthermore, the coefficient of the "LnAssets" in Model 1A, B and C was negative and statistically significant at the .05 level.
(3) Geographical diversification has an effect on the value of firms. Though not statistically significant in any of the models, the regressions yielded significant F-statistics which implied that all variables combined significantly predicted the value of firms. (4) The value of firms in the agricultural industry is significantly affected by industrial diversification. The coefficient of industrial diversification was 0.1685 with a p-value of 0.005 which means that the value of the firms increase by 0.1685 percentage points for every additional industry that the firms diversify into. (5) Among the automobile; commercial, services and telecommunication; construction; energy; and manufacturing industries, the geographical and industrial diversification variables were not statistically significant. (6) The nature of the relationship between the value of firms at the NSE and industrial diversification does not show a curvilinear relationship. The "industries 2 " variable included in the model to capture the nature of the relationship was not statistically significant. (7) The nature of the relationship between geographical diversification and firm value does not exhibit a curvilinear relationship. This is due to the fact that the "geographies 2 " variable included in the model to test the non-linear relationship is not statistically significant.
Conclusion
This study investigated whether geographical and industrial diversification affected the value of firms in Kenya. The results suggest that industrial diversification lowers firm value; that is, a firm"s value will diminish as it pursues industrial diversification. This finding agrees with Denis et al. (2002) .
This finding implies that industrial diversification is not a successful path to better performance for firms at the NSE. When considering the effects diversification has on the different industries according to the domestic classification, the results show that the value of firms in the agricultural sector is enhanced by industrial diversification. The study finding surmises that the relationship rests on the fact that agriculture is a core industry in Kenya. The finding that diversification affects firm"s value differently in different markets agrees with stipulations by Santalo and Becerra (2008) .
Overall, this study recommends that business managers cautiously pursue industrial diversification as a growth strategy given that it has been shown to reduce firm value. In addition, investors at the NSE need to carefully analyse firms that intend to venture into industrial diversification because the costs of diversification might outweigh the benefits and thus reduce firm value.
